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MOTION TO SEND A FIVE-SIGNATWRE LETTER TO THE GOVERNOR AND THE
LEGISLATURE IN SUPPORT OF THE LEGISLATIVE ANALYST'S
RECOMMENDATIONS ON REFORMING THE FINANCING OF LOCAL
GOVERNMENT (ITEM NO. 2, AGENDA OF APRIL 8, 2003)

Item Number 2 on the April 8, 2003 agenda is a motion by Supervisor Antonovich “to
send a five-signature letter to Governor Davis and the State Legislature to review for
implementation Legislative Analyst Elizabeth Hill's recommendations on reforming the
financing of local government.” This item was originally the second part of a two-part
motion, of which the first part requesting my office to “provide suggestions... on ways
that the system of local government financing can be restructured” was approved on
March 18, 2003.

Reform of the State-local relationship, including the financing of local government, is a
complex topic that has been the focus of numerous reports by various commissions and
task forces, especially since the Passage of Proposition 13 in 1978. A report describing
the nature of the problems confronting counties and suggestions for addressing these
problems will be provided to the Board shortly. This report deals with just one of those
possible ways, a 1993 proposal by the Legislative Analyst (LAO) to rethink and realign
the functions of State and local government, including their financing. The LAQO’s report,
“Making Government Make Sense”, is the subject of the motion before you. (A copy is
attached). Our report provides a summary of the LAO’s recommendations, especially
their impact on counties, and reviews related developments since 1993, including
current proposals to realign State-county programs and finances.
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“Making Government Make Sense” — The Impact on Counties

Before discussing the LAO’s recommendations, it is important to consider the context in
which they were made. In the midst of a State budget crisis in 1993 and faced with a
Governor's recommendation to reduce the State’s costs of funding K-12 education by
shifting property taxes from local governments to schools, the LAO concluded that the
Governor's proposal would make a bad situation even worse. Local governments,
especially counties, were already experiencing fiscal distress which reduced revenue
would only worsen. Prior to any budget decisions about revenue allocations, the LAO
urged the Legislature to undertake a complete review and restructuring of government
at all levels. To stimulate interest and debate, the LAO proposed an “ideal” model of
what a restructured State-local system should look like, including the revenue changes
needed to make the new system work.

“Making Government Make Sense” is a thorough and thoughtful attempt to rethink the
relative roles and responsibilities of State and local governments to determine which
level could best perform each responsibility and then provide them with the necessary
authority and resources to do the job. The proposed reorganization is based on four
“basic principles of reform”: maximize the separation of State and local government
duties through appropriate alignments of control and funding responsibilities; match
redistributive programs with redistributive revenues at the State level, restructure
program linkages to promote coordination of service delivery at the local level and
remove barriers to innovation; and financial incentives to promote prevention and
coordination. The table below contains the proposed allocation of responsibilities:

PROPOSED ASSIGNMENT OF BASIC RESPONSIBILITIES

STATE
Uniformity Needed Statewide Benefits
Cash Grant Programs | Higher Education
Aid to Families Wlith Dependent Children i Long-Term Custody

(Family Group and Unemployed Parent)

State Prisons

General Assistance

State Hospitals

Basic Health Care

| Trial Courts

Medi-Cal 34,

| | Appeals Courls

Indigent Health

State Parks

In-Home Supponrlive Services

K-14 School Funding

Developmental Services

Public Health

Welfare Administration
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Uniformity Needed (continued)

Child Support Enforcement

Unemployment Insurance and
Disability Insurance Administration

LOCAL (CITIES AND COUNTIES)

Linkage-Driven (Community-Based Services)

Mental Health ; Greater Avenues for Independence
Child Welfare Services District Attorney

Foster Care Public Defender

Adult Protective Services Probation/Parole

Substance Abuse Services _ | Jails/Corrections

Job Training and Employment : h Police

Local Benefits (Municipal Services)

Fire Culture/Leisure

Paramedics Housing

Sanilary Inspections

Under the LAO's model, local governments would be assigned responsibility for all
community-based programs and housing, with city governments financially responsible
for their residents and counties financially responsible for unincorporated residents.
While it was assumed that cities would contract with counties for the provision of most
social services, communities would bear the full financial burden and the State would
surrender program control.

Because the model would have the net effect of shifting program costs from the state to
local governments, the model also included a revenue system. In addition to paying for
the cost shift, the proposed revenue system sought to “eliminate barriers to priority-
setting at both the state and fiscal levels and (2) eliminate the existing
counterproductive fiscal incentives and fiscal disparities of the existing local revenue
system.” In other words, the proposal sought to reform the revenue system as well as
provide sufficient funding for the realigned programs.
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The table below summarizes the LAO’s proposed changes to the revenue system:

CHANGES IN REVENUE ALLOCATIONS

Offset Cost Impacts of Program Responsibility Changes

Shift property tax allocations from schools to cities and counties to offset net state-local
cost shifts.

Eliminate Counter-Productive Fiscal Incentives

Transfer 1 percent local sales and use tax to state level, offset with increased property
tax allocations.

Higher State Funding for Schools to Offset Property Tax Shift

Reduced school property tax allocations offset by higher state assistance.

Equalize Opportunities for Community Success

Re-determine each community’s allocation of property taxes, taking into consideration
the need for both municipal and community-based services.

Facilitate Priority-Setting

Repeal earmarking of realignment and cigarette tax revenues, eliminate schools’
minimum funding guarantee.

Instead of the Governor's proposal to shift local government property taxes to schools,
the LAO proposed to shift school property taxes to local governments to cover their
increased costs from the realignment of services, as well as to replace the loss of
revenue from eliminating the 1 percent local sales tax, replacing the latter with a
corresponding increase in the State sales tax. Instead of a dollar for dollar exchange of
property tax for sales tax, the LAO proposed a reallocation of all property tax revenues
among local governments in a two-step process that would take into account local fiscal
capacity and need. The first allocation for traditional municipal services would take into
account a community’s other sources of revenue. The second allocation for community-
based services would be based on each community’s relative need for these services.
However, after the initial allocation of property taxes, future growth would be allocated
based on where it occurred. In addition, a majority of local voters would be able to
approve a property tax rate in excess of Proposition 13's one percent limit.
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Designed without regard to constitutional limitations, the requirements of Federal law or
regulations, or the constraints of interest group, bureaucratic, and partisan politics, the
proposal presented a seemingly insurmountable problem of how the obstacles to its
implementation would be overcome. Even the LAO conceded that it would need to be
phased in over time. Federal laws needed to be changed and/or waivers obtained. And
a series of controversial amendments to the State constitution needed to be approved
by the voters, including the elimination of Article Xlll B (which provides for State and
local spending limits and State reimbursement of mandated costs), the granting of
equivalent municipal powers to all cities and counties, the elimination of the
homeowners’ property tax exemption, and the transfer of trial courts to the State.

‘Making Government Make Sense” stimulated considerable discussion but little action.
In the intervening years, the only realignment of responsibilities recommended in the
report that has occurred is the State takeover of trial courts and child support
enforcement. Moreover, the tide of State policy discussion in the 1990s moved away
from making the State-county relationship more rational. This is evidenced by the
State’s unwillingness to return county and city property taxes shifted to schools in 1992-
93 through the enactment of the Education Revenue Augmentation Fund (ERAF), or to
cap its growth.

Faced with another State budget crisis, Governor Davis is proposing the realignment to
counties of over $8 billion in State program costs and revenue. While supportive of his
realignment proposal, the LAO has noted that some of the Administration’s proposed
programs offer little in terms of logical realignment of State-county roles and
responsibilities. For example, the proposed realignment of IHSS and CalWORKs
administration may reduce State General Fund costs, but it offers counties little flexibility
or opportunity for innovation because these programs are entitements with eligibility
and benefit levels that are controlled by State and Federal policies.

Again, as indicated previously, we will be submitting a separate report on the problems
confronting counties, and suggestions to address these problems.

DEJ: GK
MAL:JR:ib

Attachment
[ Executive Officer, Board of Supervisors

County Counsel
Legal Strategist
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Attachment
Legislative Analyst's Office

February 1993

MAKING GOVERNMENT MAKE SENSE;:

A More Rational Structure for State and Local Government

l["ow Should the Legislature Reorganize State and Local Government Program Responsibilities? ||

Summary

California citizens receive government services from a variety of federal, state, and local agencies.
Although many of these services may appear to be provided by a single agency, in most cases, more
than one agency is involved in paying for the service, determining how much of that service is provided,
and in controlling the specifics of how the service is actually provided. Because the roles of the different
fypes of governments are so interrelated, it is appropriate to view them as a "system"” of government.

This "system” should be organized in such a fashion that each of its component parts works together to
achieve the public's goals.

California’s existing "system"” of government clearly does not work together 1o achieve the public's
goals. Rather, in our system, the component parts have no common conception of mission, and often
work at cross-purposes with each other. Local governments complain that state requirements interfere
with their ability to satisfy local community needs. The state, in turn, issues more requirements (o ensure
that its service objectives are uniformly achieved. Governments compete amongst themselves to obtain
larger shares of dwindling resources. Citizens observe declining levels and quality of services and find
that they cannot hold any particular agency responsible. In short, we Jfind that California's existing
“system” of government is dysfunctional.

While the difficulties inherent in attempting to reorganize our system of government may appear 1o be
insurmountable, we believe that a fundamental reorganization of state and local government
responsibilities is required. Only in this way can the Legislature assure the achievement of the public's
goals, the future health of the California economy, and the [fiscal Integrity of its government entities. We
offer a model of a more rational system of government for the siate, and recommend that the Legislature
proceed to develop a specific plan for the implementation of these changes.

INTRODUCTION

The relationship between the state and other entities of government in Califormia is currently
characterized by substantial fiscal and programmatic tension. Scarce resources and Increasing service
demands at all levels of government dominate the picture. These conditions have exacerbated long-
existing conflicts over the state's role in the under-mining of local government spending priorities and
the state's control over local program and fiscal decisions. The increased fiscal pressure has also exposed
other weaknesses inherent in our existing system of government, including its encouragement of cost-
shifting between levels and entities of government, and the lack of accounltability for program results.

Figure 2 summarizes the major problems we have identified in the existing state-local relationship. Most

of these problems have been previously documented in "The County-State Partnership” (please see the
1991-92 Budget: Perspectives and Issues, pp. 159-188). The remainder reflect problems characterizing
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relationships between other entities of government, such as exist between cities and counties.

Legislation enacted in 1991 (the so-called "program realignment” legislation) attempted to address some
of these issues in the context of county-operated health and welfare programs. This legislation
effectively reduced some of the counties’ incentives for cost-shifting by making the counties' share of
costs more equal across programs, and provided greater flexibility for counties to determine spending
priorities by allowing some limited shifting of state-provided funds between health and welfare program
areas. It also contained features which encourage a more coordinated approach to service delivery,
recognizing that, often, more than one type of service is provided to an individual service recipient. In
our view, this Jegislation demonstrates the potential for achieving better program outcomes through
restructuring government fiscal and program relationships.

Ulumately, however, more fundamental change will be required 10 address the problems of our existing
system of government. These problems are inherent to our system, and stem from its failure 1o assign
responsibilities clearly among government agencies and provide them with the authority and tools to get
their jobs done. The 1993-94 Governor's Budget would make these problems worse by further reducing
local government property tax allocations. Despite its recognition of the need for "a fundamental re-
examination of what services local government can realistically provide and how those services can best
be provided” the Administration’s approach to these problems merely transitions local agencies to lower

levels of revenues. As such, it does not attempt to address the fundamental problems of our system of
state and local government.

|Figure 2 |

[Problems in California's State-Local Relationship
Counterproductive Fiscal Incentives

iscal incentives are present which encourage decision-makers 1o choose the least costly option from

their perspective, even when this option is the least effective or most costly option from a statewide or
overall program perspective.

Inappropriate Assignment of Responsibilities

Existing assignments do not recognize constraints on the ability of the state or local government to
carry oul program responsibilities.

Failure to Avoid Duplication and Realize Scale Economies

he existing system requires extensive duplication of efforts by local agencies and the state in the

administration of programs, and precludes the realization of scale economies that mi ght be achieved
through consolidation of these efforts.

Inappropriate Exercise of Administrative Oversight

Existing program reporting and monitoring requirements are serving little useful purpose, and are
diverting scarce resources from more productive uses.

Unproductive Competition for Resources

he existing system pits local agencies against each other in a compelition for taxpayer resources.
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This competition sacrifices good land use practices, job development, and interagency cooperation in
the process.

sack of Accountability for Program Outcomes

€ system fails to adequately link program spending control and funding responsibility, so that
decision-makers are not accountable for program outcomes.

Erosion of Local Control

¢ system has eroded local fiscal capacity by redirecting local resources to pay for mcreasing costs
of state-required programs.

In this piece, we offer a model of a rational organization for our system of government. While this
model does not represent a detailed plan of action, we believe that it offers a realistic framework for the
Legislature to consider in its efforts to resolve the problems of government in California. We also briefly
discuss some of the implementation issves associated with the model.

The Proposed Reorganization

In developing this reorganization model, we have relied on the four basic principles summarized in
Figure 3. These principles essentially reflect a consolidation of the basic reform principles we first
outlined in our 1991-92 Perspectives and Issues document. In addition, however, they reflect a
recognition that there is a significant practical interrelationship between all of the services provided by
government. Thal is, better efforts to provide services in one program area can reduce the demand for
services in other areas. Further, greater use of collaborative efforts across program areas can be more
successful than program efforts pursued separately. As a result, greater cooperation and coordination

between all entities of government must be achieved if the "system” as a whole is 1o function most
effectively.

-[Figure 3 —I

asic Principles of Reform j

= Maximize separation of state and local government duties through appropriate alignments of
control and funding responsibilities.

* Maich redistributive programs with redistributive revenue sources at the highest level of
govemnment.

* Recognize program linkages by restructuring to promote coordination of service dehvery
mechanisms, removing barriers to innovation.

« Rely on financial incentives 1o promote prevention and coordination.

The Importance of Local Communities Working Together

We believe that one of the keys to achieving this greater effectiveness lies in promoting the interest of
local communities in working together towards common goals. Local entities--schools, cities, and
counties--share a common interest in achieving the higher levels of health, productivity, and safety their
local citizens desire, but they currently pursue their individual goals in a mostly disparate fashion. While
some communities have begun their own efforts to work more cooperatively, there remain substantial
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barriers to these efforts.

The state also has an interest in the success of local communities, as this translates into both lower
demands for state services and a stronger economy. The state’s existing fiscal relationship with local
governments, however, is threatening their very survival. In addition, the state's support for local
communities is not distributed in a way that provides equal opportunities for local community success.
The resolution of these problems is a central objective of the reorganization model.

Greater Attention To Outcomes Needed

Another key objective is to promote a greater level of attention to the outcomes of government social
service programs. Essentially, the basic objective of these programs is to restore some degree of
individual independence and lessen the need for additional social services or treatment. In most cases,
recipients of these services need more than one type of assistance to achieve this ndependence. For
example, an adult criminal offender may require a mix of substance abuse, mental health, education,
probation, low-cost housing, and job training services in order to resolve his situation successfully.
Other types of typical service recipients require different mixes of services, but in each case, the focus
should be on delivering the appropriate mix necessary to minimize the need for further govemnment
mlervention. Accordingly, we believe that local agencies must be given greater flexibility as 10 delivery
choices, but they also should be held more accountable for both program failures and successes.

The Advantages of Full Program Control

One of the most often cited complaints about the existing system is that, while local agencies must
operate and fund state-required programs, they have little control over service levels or approaches 1o
service delivery. The lack of control over service levels precludes local governmenl entities from
effectively responding to their citizens' service level and service mix preferences. Further, because local
funds are expended for these programs, this lack of control has eroded local resources available for other
local programs.

The lack of flexibility in approaches to service delivery has precluded or restrained the potential for
innovation at the local level, as legislation or regulatory changes are required before such changes can
be made. Thus, the final key to greater effectiveness lies in allowing local agencies to exercise full
control over service levels and delivery approaches in locally operated programs. In addition, this
control must be provided if local governments are to be held accountable for program outcomes.

A Three-Step Process
There are three major types of changes contemplated by the model:
* Changes in the assignment of primary program control and delivery responsibilities.
» Changes in state and local revenue sources to support the program assignment changes.

= The establishment of new incentives and sanctions 1o promote the achievement of broad public
goals.

Each of these components is critical to the potential for achieving the benefits of the proposed
reorganization. Indeed, the model should be adopted in ils entirety, as a package, rather than 1aken
mcrementally, although implementation could occur in stages.

Changes in the Assignment of Program Responsibilities
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Figure 4 displays the proposed assignment of responsibilities under our model. As indicated earlier, the
model contemplates a clear separation of the assignments between entities of government. In this
section, we describe the basis for the model's suggested assignments of responsibility.

State Government

The duties assigned to the state are determined primarily on the basis that they represent truly statewide

functions, in that state control is needed 1o ensure ade

criteria we have used to make this determination:

» The costs or benefits of a program are not restricted geographically.
* Service level variation will create adverse incentives for mi gration.

» Uniformity is needed to achieve statewide objectives.

quate service levels. There are three primary

Figure 4

LAO Reorganization Model

roposed Assignment of Basic Responsibilities

[State

niformity Needed

Cash grant programs:

Unemployed Parent)

General Assistance

Basic health care:

edi-Cal

Indigent health

In-Home Supportive Services
Developmental Services

ublic health

Welfare administration
Child support enforcement

Unemployment Insurance and Disability Insurance
administration

Aid to Families With Dependent Children (Family Group and

Statewide Benefits
igher Education
ng-term custody:
State prisons

State hospitals

rial courts

K-14 school funding

Iiinca] (Cities and Counties)

—
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Einkage—Driven (Community-based services)

ental health Greater Avenues for Independence
Child welfare services 1strict Attorney
Fosler care blic Defender
dult protective services obation/parole
Substance abuse services ails/corrections
ob training and employment Police
[Local Benefits (Municipal services) |
ire Culture/leisure
aramedics Housing

Sanitary inspections

However, in some cases the need to preserve linkages between services is a more important
consideration. For example, while mental health services meet the three criteria mentioned above 1o
some extent, these services often should be provided in conjunction with other community-based
services, such as child welfare services and job training, to most effectively resolve the problems of an
individual. The specific changes in state responsibilities are discussed below.

The model recognizes that state intervention is needed to ensure that certain minimum service levels are
provided for cash grants and basic health care services provided to needy individuals. Under the existing
system, counties provide widely differing service levels in their General Assistance and indigent
healthcare programs, causing incentives for migration between counties. Further, it is impossible to
effectively achieve the basic objective of these programs--redistributing income--without state-level
control and funding. (Ideally, the federal government should play a greater role in these programs.) For
these reasons, the model assigns responsibility for Aid to Families With Dependent Children (Family
Group and Unemployed Parent), General Assistance, Medi-Cal, Developmental Services, and Indigent
Health Care 1o the state government. Also, because the In-Home Supportive Services is becoming
predominantly a Medi-Cal program under recent legislation implementing the Personal Care Option, it

also is assigned to the state level. Figure 5 lists some of the benefits from state assumption of these
functions.

Figure 5 j
liieneﬁls of State-Operated Cash Grant and Health Care Programs j

» Uniform access for the needy.

» Increased market power in negotiating for health care coverage.
| Greater uniformity of service levels will eliminate migration incentives.

=

Welfare Administration. The model contemplates slate takeover of welfare administration functions
from the counties, in order to reflect its complete assumption of responsibility for cash grant programs
and basic health care functions. The state could carry out this function directly, or do it by contract with
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counties or other providers. Figure 6 summarizes the benefits from the state’s assuming these
responsibilities.

@_{ure 6 ]
IBeneﬁIs of Consolidating Welfare Administration

* Ensures accountability for program outcomes.

Statewide computer system allows better uniformity, data capture.

» Allows consolidation with Unemployment Insurance and Disability Insurance systems.
» Eliminates duplication, allows realization of scale economies.

Public Health. Communicable disease is a threat to all the state's residents. For this reason, the mode)
assigns lo the state the primary responsibility for those public health programs that focus on individuals,
such as immunization programs. This arrangement also provides the state with a greater incentive to
provide for the public health needs of individuals covered under its basic health care programs, because

effective provision of public health services can prevent the higher cost of treating these persons for
communicable diseases.

Custody. It appears necessary for the state 1o continue to play a role in the area of long-term custody,
albeit one that is much more limited than now exists. Our model places a great emphasis on community-
bascd institutionalization and alternatives to incarceration and mstitutionalization, as will be discussed in
greater detail later. However, even with this greater emphasis, it appears that the state should continue 1o
be the custodian in very long-term situations, such as for persons sentenced to life imprisonment and for
the severely mentally and developmentally disabled. The state also could provide prison beds to local
communities on a "cost-recovery” basis, as is now done under the 1991 realignment legislation for state

hospital services. However, the state would be f; inancially responsible for the custody of fewer prisoners
than it is currently.

Trial Courts. Responsibility for funding and operation of the trial courts would be shifted 1o the state
govemment. A partial shift of funding responsibility has already been started under existing law. This
arrangement recognizes the state's existing role in controlling trial court operations, and facilitates the
state’s ability 1o redirect resources as workload conditions change.

Other. The model continues other existing state responsibilities, such as those in the areas of
transportation and economic development. State funding of these activities, whether through tax
mcentives or expenditure programs, recognizes the need for a cooperative partnership between the state
and local communities in these areas. Lastly, the model proposes no changes in the existing division of
responsibilities for regulatory functions (such as the Department of Corporations) and other special fund
program areas supporied by program-related revenues. Such changes are beyond the scope of the model.

Local Governments

As noted above, changing the "system"” so that its component parts do a better job of working together to
achieve common goals is a central objective of the proposed reorganization. To this end, the model
assigns responsibility for all community-based service programs and housing to local government, with
City governments financially responsible in the case of city residents, and counties financially
responsible for unincorporated area residents. This arrangement recognizes that cities and counties face

the same set of problems, and provides an incentive for them to work together to find solutions to these
common problems.
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These agencies would be accorded complete flexibility to provide these services as they see fit,
including through multi-agency contracting arrangements. Counties would retain responsibility for
certain existing county-wide functions, such as sanitary inspections, property tax assessment and
collection, recording, and elections. Cities would need to establish, or contract with the county for, other
existing county services like jails, district attorneys, and public defenders.

Incentives and sanctions would be built into the system to encourage responsibility in service provision
while maintaining local control of decision-making (see discussion of these provisions below). In
addition, a new constitutional provision would be needed to ensure the independence of local decision-
making from state intervention in areas of local responsibility.

Critical Program Linkages. The assignment of responsibility for all community-based service programs
to local governments recognizes the linkages that exist between the services. As noted above, a mix of
different services often must be provided individual social service recipients--or even entire families--if
their needs are 1o be resolved successfully. In addition, there has always been a relationship between
traditional types of municipal services, such as police and fire services, and other social service
programs. That is, success in resolving individual social service needs can reduce the need for these
other municipal-type services. The model seeks to eliminate the artificial barriers that now exist between
the different providers of these critical services, and to facilitate a more collaborative approach to the
resolltion of community-wide problems. (For a more complete discussion of this opportunity, please see
"Collaborative Efforts to Coordinate Service Delivery,” following this section.) To this end, local
decision-makers would have the flexibility to determine the mix of services and methods of delivery
appropniate for their community.

Social Services. Communities would be responsible for providing the broad range of existing social
service programs shown in Figure 4. Because, at least initially, cities probably would contract with
counties for these services, this would not differ dramatically from how the operating responsibility for
these programs is now assigned. What would differ is that communities would bear the full financial
responsibility for the programs, and the state would not exercise program control. The state, in many
cases, would have to distribute federal funds to the communities and disseminate state program and

client data. In addition, some state oversight or monitoring role would probably be needed to comply
with federal requirements in some areas.

Job Training. The development of job skills and work aptitude among the unemployed is critical to the
success of all communities, both in terms of limiting the costs of social services and correctional
programs, and im terms of making these communities more desirable places for people to live and for
businesses 1o locate. For this reason, communities would become the primary providers of job training
and job development programs. Existing state funds and programs committed to these purposes would

be channeled through the communities in order to most effectively integrate them with community
efforts.

Corrections. The model contemplates a greater reliance on community-based institutionalization and
allernatives 1o state prison sentences for convicted criminal offenders. Although communities would
have the option of placing offenders in state prisons on a cost-reimbursement basis, the high costs of this
alternative would provide an incentive for them to explore local options. Because each community
would remain responsible for any costs associated with individual offenders, it would have a great
incentive to develop alternative methods of incarceration and to provide whatever services would be
necessary (o minimize that individual's risk of repeated offenses. Ultimately, the treatment of mental
illness or substance abuse problems, and job placement assistance are needed to achieve this resull.
Figure 7 notes some potential benefits of this community corrections approach.
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‘igure 7 |

Eieneﬁts of Community Correctional Approach <|

« Potential for greater integration with other community-based service programs.
» Polential for reduced recidivism.

» Cost reduction for treatment of nonviolent offenders.

Housing Development. The availability of housing for Californians of all incomes and ages is critical to
community success. Specifically, a diverse housing stock enables businesses to recruit and maintain a
full work force (without the need for lengthy commutes)—and enables family members of differing
incomes and housing needs to live near one another. Local governments play a very major role in
determining the cost and availability of housing in their communities--through the adoption of local
zoning, growth management, building fee, and other regulatory policies. Finally, there are numerous
linkages between the provision of housing for certain groups and the provision of social and public
health services, such as in the case of the homeless mentally disabled. For these reasons, the model

assigns communities full responsibility for housing development, including the development of low-
income housing.

School Districts

K-12 schools and community colleges would continue to play their traditional role of providing
education and vocational education. However, the model seeks to encourage greater involvement of K-
IZ school districts in the provision of services for children. Again, this is a linkage issue, in that
community-based services are often needed to ensure the success of children in school, and in that
successlully educated children may be less prone to needing other community-based services. This
greater involvement would be achieved through the use of incentives for schools to identify and work
with children in need of community-based services. Similarly, the mode] seeks 1o encourage greater
coordination of community college districts' vocational education efforts with other community job
training programs. In general, this would involve providing additional state funding in the form of

malching grants or pilot project funding to districts that have entered into agreements with their local
communities.

Changes in Revenue Sources

The changes in program responsibility would have the net effect of shifting program costs from the state
to the local government level. One objective of the model's revenue system is to counterbalance these
cost changes. The other primary objectives are to (1) eliminate barriers to priority-setting at both the
state and local levels and (2) eliminate the existing counterproductive fiscal incentives and fiscal
disparitics of the existing local revenue system. Figure 8 summarizes the changes in revenue allocation

that would be needed to accomplish these objectives. The remainder of this section discusses these
changes in greater detail.

Local-Level Changes

As noted above, the model would offset the cost shifts by allocating a higher share of the local property
lax to cities and counties, and a Jower share to school districts. Recognizing that local communities
differ in the needs of their residents for community-based services, the allocation of base property tax
revenues would be initially equalized across communities, in a fashion that promotes equal opportunities
for local community success. In addition, in order to eliminate unproductive competition between local
agencies over the siting of retail operations, the existing Bradley-Burns local 1 percent sales tax would
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be replaced by a corresponding increase in the state sales tax rate.

Allocation of Property Tax Revenues. Local property tax allocations for cities and counties would be
mcreased by the aggregate amount of shifted costs and local sales tax revenues. The increased property
lax revenues, together with existing local property tax revenues, would be entirely reallocated among
local agencies. This would take place in two steps:

 An allocation for traditional municipal services, such as fire, parks, and libraries would be
determined, taking into consideration other existing sources of local revenue.

» An allocation for community-based services would be determined, based on each community's
relative needs for these services, including police and community corrections.

Thus, the initial allocation of property taxes is intended to equalize revenue allocations on the basis of
communities’ relative needs for services, in order to promote equal opportunities for local community
SUCCESS.

[

[Figure 8 |

I(,‘hanges in Revenue Allocations

Offset Cost Impacts of Program Responsibility Changes.
Shift property tax allocations from schools 1o cities and counties 1o offset net state-local cost shifts.

Eliminate Counter-Productive Fiscal Incentives

[Transfer 1 percent local sales and use 1ax to state level, offset with increased property tax allocations.
Higher State Funding for Schools to Offset Property Tax Shift

Reduced school property tax allocations offset by higher state assistance.

Equalize Opportunities for Community Success

Redetermine each community's allocation of property taxes, taking into consideration the need for both
unicipal and community-based services.

acilitate Priority-Setting

epeal earmarking of realignment and cigarette tax revenues, eliminate schools’ minimum funding
guaranlee.

Following the initial allocation, the annual growth in property tax revenues would be allocated to the
jurisdictions in which the growth occurs (situs), as is now the case. The use of the situs basis for
allocating growth provides a feedback mechanism which reflects the level of community success. To the
extent comimunities are successful, they become more attractive places for citizens and businesses,
leading 10 increased property values and higher tax revenues.

The model also recognizes the need of local communities for control over the level of the local revenue
stream. The ability of local agencies to determine the appropriate mix and level of expenditures to
reflect their community's preferences is dependent upon the community's ability to raise--or lower--the
level of local 1axes they pay. To this end, the model would allow a majority of local voters to alter the
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existing 1 percent limit on local property lax rates, either for services or to fund improvements in public
infrastructure. The existing provisions of Proposition 13 limiting increases in assessed values would be
retained.

Property tax revenues now allocated to special districts would, instead, be entirely allocated to counties,
or 10 cilies in the case of city-dependent districts. These counties or cities would be responsible for
funding them or taking over their operations.

Local Sales Taxes. The existing local sales tax encourages cities and counties to make land use decisions
that are not optimal from a regional perspective. That is, in order to gain the increased revenues
generated by a retail operation, local governments will make siting decisions that increase traffic
congestion and other problems for nearby local jurisdictions. In addition, this fiscal incentive causes
retail operations to be favored over other types of nonresidential development, which may be preferable
from employment and community development perspectives. To remedy this problem, the model
eliminates the existing Bradley-Bums 1 percent local sales tax, and replaces it with a corresponding
increase in the state sales tax. As noted above, local property tax allocations would replace the revenues
lost, on a statewide basis. The existing county-wide 1/4 cent levied for transit purposes and the existing
authority for county-wide local option sales taxes would be continued.

State-Level Changes

Changes also are necessary at the state level. Specifically, the model makes changes in the allocation of
existing revenues dedicated for "program realignment,” and in the Cigarette and Tobacco Product Surtax
(CTPS) funds, which help to facilitate the changes in program responsibilities. Changes in the allocation
of tnal court and vehicle-related revenues are needed for similar reasons. Finally, in order to facilitate
prionty-setting, changes are needed in existing constitutional provisions related to school funding. In the
remainder of this section, we discuss these aspects of the model in greater detail.

Realignment Revenues and Tobacco Taxes. Under existing law, certain portions of the state's sales and
use tax revenues and of the Vehicle License Fee (VLF) revenues are deposited in the Local Revenue
Fund and transferred to counties to pay health and welfare program costs associated with the 1991
realignment Jegislation. In addition, revenues attributable to the CTPS are earmarked for health services,
health education, and resources programs. This model eliminates the earmarking of the existing
realignment and CTPS related revenues to provide greater flexibility at the state level for the
prioritization of state expenditures. The loss of realignment revenues at the local level would be taken
mto consideration in determining the level of property tax revenues needed to support costs shifted from
the state level. Sales tax revenues associated with the realignment program and the CTPS revenues
would instead be deposited in the state General Fund. The realignment-related VLF revenues, in
combination with the basic VLF revenues, would be allocated to cities and counties on a per capita basis
for general purposes.

Trial Court-Related Revenues. Revenues derived from the wide variety of existing fines, forfeitures,
penalty assessments, and filing fees would be retained by the slate and deposited in the General Fund.
Local agencies would retain parking and other vehicle-related fines, and jurisdiction over these
infractions would be transferred from the trnial courts to local agencies.

Schools” Minimum Funding Guarantee. The changes in revenue allocation discussed above cannot be
accomplished without, at a minimum, modifications in the existing Proposition 98 minimum funding
guarantee. This is because the guarantee 1s based, in part, on levels of General Fund revenues, and these
levels would be increased by the model's changes. While the model does not address the appropriate
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aggregale level of school funding, the earmarking of specific portions of state-level resources is
fundamentally inconsistent with the overall changes the model seeks to implement. For this reason, the

model eliminates the existing funding goarantee, rather than attempt to modify it to accommodate the
model's revenue changes.

Establishment of Incentives and Sanctions

Even with the separation of state and local functions we propose, a great deal of interdependence would
remain. For example, the success of local communities in providing job training to needy individuals
could reduce the demands on the state for cash grant payments. Similarly, greater effectiveness of local
land use planning and development practices can contribute to the reduction of regional environmental
problems for which the state has assumed responsibility. In order to promote a greater consistency of
local actions with statewide objectives, the model relies upon incentives and sanctions to achieve this
goal. This section discusses the general types of incentives and sanctions that appear to be necessary.

"Failure Cost" Incentives

As noted above, the effectiveness of local efforts in the provision of community services can reduce the
demands placed on the state's cash grant and health care programs. In order 1o provide a greater
mcentive for communities to be successful in certain critical areas, the model would impose a local
share of cost for specific state services provided to community residents. Specific examples of where
these "failure cost” incentives would impose a local share of cost include:

» Prenatal and pregnancy services provided by the state, to encourage more effective provision of
family planning and education services locally.

» AFDC-U payments to individuals, where those individuals remain on welfare past some period of
time, lo encourage greater efforts to employ these persons.

Success Awards

Similar 1o the "failure cost” incentives, the success awards altempt to increase the incentive for effective
community service provision by rewarding local actions that have a positive effect on reducing the
demand for state cash grant programs. For instance, this would take the form of state payments to local

agencies which successfully convert long-term AFDC Family Group payment recipients to financial
independence.

Another area where such an incentive is appropriate is 1o encourage the establishment of alternative
dispute resolution mechanisms. Civil cases account for a large share of court workload, and often wind
up being settled after trial procedures have already begun. To the extent that these mechanisms are

successful, they reduce trial court workload, as well as reduce the legal expenses of community
participants.

Planning and Performance Sanctions
This portion of the model addresses the need for a mechanism both to motivate better coordination
between levels of government and to promote achievement of statewide objectives. It accomplishes this

through revisions and expansions of the existing local planning process, reinforced by the use of
sanctions. There are two major types of changes contemplated:

» Changes that betler integrate statewide objectives into the local land use planning and
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development process.

« Changes thal incorporate objectives and goals for local community-based services into the
planning process.

The nature of these changes essentially converts the existing local general plan process into a
community strategic planning process akin to that now pursued by major corporations.

Land-Use Planning and Development. Essentially, the model seeks greater consistency between local
plans and statewide objectives in the areas of housing, environmental protection, air and water quality,
and transportation. It also contemplates that plans include standards by which their progress towards
mecting these objectives may be measured. While communities are not required to comply with these
changes, the model makes compliance a condition of state assistance. Specifically, local agency plans
would have to pass a consistency review in order for the agency to qualify 1o receive state fuel tax and
vehicle license fee subventions, transit subsidies, and priority for project inclusion in the State
Transportation Improvement Program. As is now the case with general plan housing elements, the
model would require state or regional agency review of new and existing plan elements 1o determine
consistency. In order to ensure that progress is made towards the achievement of these planning goals,
the model would grant broad standing to bring legal actions asserting lack of compliance. The primary
remedy in such actions would be the loss of state assistance funding.

In addition, the model would make alterations in existing environmental review procedures to facilitate
“masler environmental impact” statements for these plans. This would allow local agencies to issue final
development permits for projects that do not require special or unusual review procedures, instead of
requiring that multiple permits be obtained from several different agencies, as is now the case.

Community-Based Service Plans. Local plans would contain a new community services element to lay
oul the community’s general approach to the provision of community-based services. It would specify
how services would be coordinated and delivered for different categories of recipients, the roles of
different public and private organizations in the communities, and how it would meet its job training and
developmeni needs. In this case, state review would be limited to those aspects needed to address federal

requirements, but the same broad standing to bring legal action would be provided to address
performance concerns.

IMPLEMENTATION ISSUES

The reorganization model discussed above obviously involves some dramatic changes in the current
structure of state and local governments. There are a wide variety of legal and other obstacles to its
actual implementation, and its scope probably dictates that the package of changes be phased in over
time. In this section, we discuss some of the larger constitutional and federal issues that would need to
be dealt within proceeding to develop this model, and in providing for a transition 1o the new system.

Changes in the State Constitution

Several of the changes described above would require the elimination or addition of provisions in the
State Constitution. In addition to these specific changes, however, there are other changes needed to
chminate provisions which are now or would become obsolete, or changes which would be appropriate
for other reasons. Because of the scope of changes envisioned by this model, the Legislature should

propose them in the form of a package of changes to be submitted to the voters. Some of the more
important changes include:
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State and Local Appropriations Limits. The existing Article XITI B provides for limitations on the
growth in tax-funded spending of the state, schools, and local agencies; requires adjustments in these
limits to reflect transfers of financial responsibility; and requires state reimbursement of costs mandated
on local agencies. Because of the scope of changes envisioned, the improvement in accountability, and
the restoration of local control over spending decisions provided by the model, we believe that Article
XIH B in its entirety could be eliminated.

Local Government Powers. Arnticle X1 now describes the powers of cities and counties, including
provisions governing the adoption of charters, ordinances, and boundary changes. These provisions
should be revised to reflect the changes in the roles of cities and counties under the model. At a

minimum, these changes should include the granting of equivalent municipal powers to all cities and
counties.

Homeowners' Property Tax Exemption. The Constitution now provides for a small exemption from
property taxes for homeowners and requires that the state provide reimbursement for the associated
revenue losses. This provision was originally rationalized on the basis that it encourages home
ownership. We believe that this goal is fully addressed by the exisling Proposition 13 assessment
himitations and by income tax deductions for mortgage interest, and that the provision of state
reimbursement for the revenue losses associated with the exemption is inconsistent with the changes
contemplated by this model. Accordingly, these provisions of the Constitution should be eliminated.

Irial Courts. Article VI prescribes the powers and composition of the judiciary. These provisions would

need to be revised to transfer the responsibility for operating the trial courts to the state from the
counties.

Changes in Federal Laws and Regulations

Some of the changes contemplated by the model may not be permitted under existing federal laws or
regulations, or would require the creation of new oversight mechanisms at the state level. The state
would need 1o seek law changes or waivers to obtain the necessary authority, or find other ways to
satisfy the existing federal requirements. Because the state has had some success in addressing these
requirements in the past, these difficulties do not appear to be unsurmountable. For example, federal
requirements Lo maintain a certain funding level for mental health programs did not prevent the transfer
of responsibility for these programs to counties under the 1991 realignment legislation.

Issues Involved With the Transition

The scope of changes contained in this model, and the amount of time that would be needed to work out
ils details, clearly preclude its immediate implementation. Further, difficulties associated with aligning
service capabilities with the changes in responsibility argue that a transition period is needed, during
which the features of the model would be gradually implemented. While we have not altempted to
identify all of the issues that would need to be addressed, they would certainly include the following:

* Facility Constraints. The shift in emphasis to community corrections suggests an eventual
expansion in the capacily of local jail and youth custody facilities. In part, this could be
accommodated by the state’s turning over title to some state prisons and Youth Authority facilities
10 local agencies, perhaps in recognition of trial court-related facilities the state would need to
assume from local agencies. However, the location of these existing state facilities may not match
local jail capacity needs, and time would be needed to accommodate their development.

* Sentences of Current Prisoners. The model assumes that the sentencing of existing inmates 1o
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state prison could be altered to enable their transfer to local arrangements. A specific method for
accomplishing this would have to be developed.

e Existing Local Financial Commitments. The changes in the allocation of revenues could
undermine the basis of certain existing contractual arrangements between local agencies and
lenders. For example, local agencies may have pledged local sales tax receipts as security for
notes of one type or another. Thus, it may be necessary to find ways to facilitate the restructuring
of such arrangements.

» Public Employees. The model would effectively change the status of many state and local
employees. Actions to facilitate the transfer of state employees to local employment, and local
employees to state employment, would be necessary.

CONCLUSION

The model we have outlined above requires a major reworking of our system of government, and the
changes are potentially disruptive to both the citizens and institutions of this state. Notwithstanding this
fact, we believe that continued reliance upon our existing system of state and local government entails a
far larger risk to the public--the failure to move forward in resolving the social and economic problems
of the state. The restructuring we are calling for, in contrast, would provide expanded opportunities for
improving the effectiveness and quality of public services needed to ensure the state's future social and
economic health.

The reahization of these opportunities cannot be accomplished without fundamental changes in how the
state assigns responsibility for program operations. This includes allowing those designated to carry out
the responsibility Lo determine how best 10 carry 1t out. The public could then hold them completely
accountable for the achievement of program outcomes.

As discussed earlier, the development and implementation of the proposed changes would take a period
of time to achieve, and we do not underestimate the difficulties inherent in overcoming the
implementation problems. Despite these impediments, we believe this model offers a useful framework
for making government make sense in California. In the context of resolving the current fiscal crisis, it
argues againsl transferring the local property tax away from local governments to schools, as proposed
by the Govemor, because this would leave local agencies insufficient incentive to increase the property
wealth of their communities. Fundamentally, it suggests that the review of the roles and duties of
government at all levels must be considered prior 1o making revenue allocation decisions. The model
we have described shows how state and local government program roles can be changed in ways that
allow increased flexibility and program control to help mitigate reductions in fiscal capacity. We see no
alternative to such a reorganization in the Jong run and, accordingly, we recommend that the Legislature

set in motion a process for implementing a major restructuning of state and local government
responsibilities.

This report was prepared by Peter Schaafsma with the assistance of many others in the office. For
information concerning this analysis, please contact Marianne O'Malley at (916) 445-6442.
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